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effective, would cause prices to decrease back to competitive levels or even

lower. 4 These price reductions could prevent the entrant from recovering the

sunk costs. Thus, to state that prices "sufficiently above their competitive

levels", say by 201, is enough to cause entry, overlooks the fact that a

sophisticated entrant willing to commit hundreds of millions (if not billions)

of dollars to a sunk fiber optic neework would surely take account of likely

responses of current competitors in the market.

6. The cost characteristics of the long distance market make existing

competitors' reactions likely to be more important than in most industries.

Long distance is characterized by very high fixed costs of the neework and

very low marginal costs, e.g. less that 1 cent p.r minute for AT&T. Economic

theory has r.cognized that the strategic b.havior of the incumbent firm. will

deter entry if they can cause entrants to believe the incumb.nts can and will

economically increase their output after entry occurs.' Strategic increases

in output by incumbents can cause the entry to b. unprofitable b.cause the new

entrant will not b. able to attract sufficient d.mand to recoup its sunk

costs. Given the extrem.ly low marginal cost of additional supply and the

effectively infinite capacity of existinc fib.r neeworks, a neW entrant would

be deterred by the possibility that ~ of the 3 major long distance carriers,

AT&T, MCI, or Sprint, could incr.as. its output sufficiently to make entry

unprofitable.' If entry prov.s to be unprofitable, the billion dollar

investment in the sunk fib.r optic n.ework is unr.cov.rable.

• Thi. point i. r.cognized in the DOJ and FIC M.rger Guidelines (~,
April 2, 1992), • 3.0.

, s•••.1. the di.cussion in Tirol., the theory of Indul,rial
Organiza;iOD, (MIT Pr•••• 1988. S.ction 8.2) which discusses sunk costs and
barriers to .ntry.

, Inde.d. it is c.nerally beli.ved that eith.r MCI or Sprint could carry
all of AT&T's traffic in addition to their own traffic on th.ir curr.nt
n.eworks. NWIl.rous other AT&T witn..... acr.e that .xtremely larce aJlounts of
exc.ss capacity .xist. S.e e.c. B.rnheim and Villig, p. 131. as does AT&T
its.lf, se••. g. Ex Part. Pre••ntation In Support of AT&T'. Motion for
Reclassification as a Nondominant Carri.r, No. 79-252 (FCC April 24, 1994)
attached to letter from Charl•• Vard, AT&T Governm.nt Affairs Director to
William F. Caton, Actinc Secretary of the FCC.
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7. Market evidence also demonstrates how sunk costs have created

significant barriers to entry: No facilities-based national carrier has

entered the loni distance market since divestiture. Long distance demand has

been growing rapidly (e.g. interstate switched access minutes have an average

annual growth rate of over 7% per year since 1990), which is usually one of

the most important factors causing new market entry.' Yet AT&T, KCI and

Sprint were present at divestiture and they still control nearly 90% of the

long distance market. In fact, the number of "new entrants" often quoted by

AT&T and used by HL (p. 6) gives no information on national facilities-based

long distance carriers. Nor do I expect any national facilities-based entry

unless the individual BOCs are permitted to provide interLATA service because

of the billion dollar sunk cost invesement required to enter the long distance

market.'

8. Other AT&T affiants, Profs. Bernheim and Willig (BW) , recognize that

significant sunk costs exist for construction of a facilities-based network.

However, they argue that sunk costs are "negligible" because entrants can

lease unused capacity from facilities-based carriers. (p. 134) BW admit that

such a strategy might not.work if only a single long distance company existed,

but they claim the strategy will work in the current long distance market.

However, their theoretical argument collapses on actual market evidence.

AT&T, KCl, and Sprint have engaged in ·lock-step· pricing with 6 price

increases over the past 3 years. Even with these price increases the 3

largest LXCs have maintained a market share of about 881. If BW's theoretical

argument were correct, resellers would have been able to maintain low prices

(not follow1na the 6 price increases) and taken away significant market share

, See G. Stigler, The Theo~of Price, (MacMillan, 4th ed., pp. 209
210). Professor Stigler states at rates of growth of demand over time will
dominate the rate of entry in economic circ~tances which have prevailed
since divestiture. Thus, the lack of market entry demonstrate. even more how
significant the barriers to entry are in the long distance market.

, As I explained in my first affidavit (, SO), substantial sunk cost
investment is not required by the BOCs in their operating retions (e.g.
Pacific Telesis in California), because they already have fu ly operational
long distance networks in place to provide intraLATA service.
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from AT&T. MCI, and Sprint. 9 Thus, the market data directly refute BW's

argument that resellers cause Basket 1 services to be competitive.

9. Prof. Hubbard and Lehr also review the various promotion and

discount plans offered in the long distance market. (pp. 7ff) However, they

do not note that the increased discount plans have been "paid for" by non

discount buyers of long distance, estimated to be about 30-40 million

customers of AT&T alone. Indeed, recent data show that only about 361 of AT&T

residential long distance calls were made under a discount plan using data

collected during the spring and summer of 1994. 10 Thus, non-discount

customers made about 641 of long distance calls. Their calls were billed at

the Tariff 1 rates which have increased about 111 in the last year. These

non-discount customers have paid for the long distance discount plans because

AT&T's overall Basket 1 prices for residential and long distance customers

have been at the FCC imposed price cap maximum each year, as I stated in my

first affidavit (! 26 and Table 1). AT&T 8asket 1 prices were also at the FCC

price cap in 1994. Thus, AT&T offsets price increases for non-discount

customers (which as demonstrated in Figure 1 have been increased 6 times in

the past 3 years) including the latest increases in December 1994, with

increased discounts for other customer.. The over.ll .ver.ge ch.nge e.ch year

is (almost) ex.ctly .t the level set by the FCC. Thus, competition is not

setting prices for B.sk.t 1 s.rvice.. FCC regul.tion is s.tting the prices.

AT&T just decide. who•• long distanc. pric.. should b. r.ised and whose price.

should be decreased to ..et the over.ll FCC pric. c.p index. 11

, As I di.cus.ed in my first affidavit, • number of th••• price
incre.s.s by AT&T were not b.sed on incr••••• in .conomic costs, but w.r.
b.sed on chang•• in .ccounting costs which l.d to an incr•••• in AT&T's pric.
c.p ceiling.

10 This proportion is b.s.d on • sample of .ctual long distanc. bills
from a sample of 7431 hous.holds during sprinf .nd SUDD.r of 1994. Source PNR
and Associates, "Long Dist.nce Comp.ny Call Pans·.

11 Whil. KL stat. that "66% of AT&T's r.sidential custom.rs .r. eligible
in anI quart.r· to r.ceiv. a discount, they f.il to st.t. how many custom.rs
actua 1y r.c.ive the discount. (p.9) Th••ctual numb.r rec.iving • discount
is much clos.r to 33%.
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10. HL also consider churn among long distance companies (p. 9) to be

an indicator of competition. They miss the basic point that the 3 major long

distance companies charge essentially the same rates, see Figure 1. These

rates are above the competitive level as I described in my first affidavit.

The fact that customers switch from one long distance provider to another

because of advertising and promotions means that the customers are still

paying an above competitive price, but from a new long distance carrier. 1Z

This behavior occurs in other non-competitive industries where advertising has

large effects. For instance, the cigarette industry had high profits over the

years 1960-1990. 13 Advertising was high and cigarette smok.rs often switched

brands in response to advertising and promotions. Sut prices in the cigarette

industry remained high b.cause companies rarely competed on the basis of

price. Yith MCI and Sprint following AT&T's price leadership in Sask.t 1

s.rvic.s, w. have an analogous situation in the long distance market.

11. Prof. H.ll, an Mel affi.nt, makes an undocumented assertion (Hall

aff., p. 19) th.t 80% of long dist.nc. customers receive a discount. Prof.

Hall is wrong. The 1994 sample of 7431 hous.holds' long distanc. bills

m.ntion.d .bov. shows th.t, across all IXCs, only 30.8% us.d • discount c.ll

plan and only 32.4% of the long distance c.lls were made on a long distanc.

comp.ny c.ll plan. 14 Prof. H.ll's .ss.rtion c.n b. s.en to b. wrong from

another source, as w.ll. Prof.ssors Hubb.rd and Lehr for AT&T st.te that 66%

of AT&T's custom.rs .r. eligible in ••ch quarter to r.c.iv. a discount. (HL,

p. 9) Sine. AT&T h••• 60% market share, J.n.a AT&T customer who is UIX

eligible for a discount ~t receive • discount as w.ll a.~ customer of

U Indeed, .dv.rtising .xpenditur. by long dist.nc. comp.ni.s doubl.d
over the 3 y••r period 1989-1992. According to FCC st.tistics (St.tistics of
Communic.tions Common C.rri.rs), AT&T's expenditures incr••••d by 120% over
this p.riod. Yh.n pric. i. s.t w.ll above cost .s in long distance markets,
advertising comp.tition among comp.ni.s offering vireually id.ntical products
often serves to decre.se price comp.tition.

13 Very rec.ntly, pric. discounting h.s b.gun to h.v••n important
effect in the cigarette industry.

PNR and Associat.s, -Long Dist.nce Comp.ny Call Pl.ns- .
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all other long distance carriers for Prof. Hall to be correct. Yet only about

1/3 of AT&T's residential customers sign up for a calling plan. Thus, the

actual numbers are that about 30.8% of households use a discount call plan

while 69.2% do not. 15 These proportions are quite different than the claims

of the AT&T and MCI affiants, Profs. Hubbard and Lehr and Prof. Hall.

12. A number of the opponents' economists, e.g. Hubbard and Lehr (pp.

9·10) and Hall (p. 28) claim that AT&T's, and the other IXCs' return on assets

demonstrates that the long distance market is competitive. Most economists

recognize that accounting rates of return cannot be us.d to judge

competition. 16 Us. of accounting rates of return is an especially bad idea

here where the prices of telecommunications equipment (•. g. switches) are

dropping rapidly and companies report the value of as••ts at historic cost

(less depreciation) for regulatory and accounting purpo.es. H.r., where

regu1ato;y accounting rules are used for AT&T the computation is even ..ore

m.aningle.. than usual b.caus. of the non-.conomic ass.t liv.s us.d to compute

depr.ciation and ass.t valu.s. Inde.d, HL calculat. a q ratio of 0.46 for

AT&T 1at.r in their affidavit. (p. 36)17 Under this r ••ult AT&T should be

doing no investment because its exp.ct.d r.turn is l.ss than 1/2 of its

investm.nt cost. Companies do not inv.st in the expectation that they will

lose money. Or using the HL formula on p. 35 of th.ir affidavit, AT&T's "long

run average cost" is ov.r 1.5 tim•• its pric. so AT&T is losing mon.y on each

15 Th••• proportions are similar to r.ports in the pr••s as w.ll. S••
e.g. G. Na1k, ·Costs of Control", Wall Str••h Journal, Karch 20, 1995. Hr.
Naik stat•• that only 1/3 of U.S. households hAv. enroll.d in the discount
calling plans of the IXC•.

l' S•••. g. F. Fi.h.r and J. McGowan, "On the Misus. of Accounting Rates
of Return to Inf.r Monopoly Profits," Am.rican Ecgnpgic R.view, 1983.

17 Th. q ratio is the ratio of the mark.t value of a firm's ass.t.,
which is ...asur.d by the mark.t value of the firm'. outstanding stock and
d.bt, to the r.plac....nt cost of the firm's assets. Th. eypical average value
of q is around 1.0. Us. of non-economic ass.t liv.s can well lead to an
upward bias.d estimate of the d.nominator in the q ratio which will lead to a
downward bias.d estimate of the q ratio.
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call it completes. 18 Thus, the HL affidavit's use of accounting measures to

calculate economic magnitudes leads to absurd results.

13. Prof. Hall also points to an absence of "monopoly profits" in his

criticism of my conclusions. (Hall aff" p. 29) Again, Prof. Hall seems

unaware of the problems in using regulatory and accounting rates of return.

The FTC decided 13 years ago that accounting rates of return cannot be used to

judge the presence or absence of monopoly profits. 19 Indeed, the FTC stated

that in industries with significant advertising the usual accounting problems

become even worse. Long distance companies spend a significant amount of

their revenue on advertising.

B. Price Outcomes in Lonl Distance

14. Prof. Hubbard and Lehr agree with m. that pric. should b. the

primary focus of how well comp.tition is working in the long distance

mark.t. ao (p. 5) Pric. outcom.s w.r. the focus of my first affidavit in this

proceeding. Th. data used by HL basically demonstrate my point: long

distance pric.s for Bask.t 1 servic.s have not d.creas.d over the past f.w

years as would have b••n .xpect.d if the long distanc. mark.t w.r.

competitive. U

11 Us. of the formula on p. 35 of the HL affidavit l.ads to th.
expression: AC/P - 2 • q. Sinc. HL calculat. the av.rag. annual q ratio to
be 0.46 for AT&T, this formula yi.lds, AC/P - 1.54, so that AT&T's cost
exceeds it pric. by ov.r 501. Firms which s.t pric. b.low cost do not survive
in the long run b.caua. th.y los. mon.y. Inde.d, an old joke among .conollists
is about a fira which s.ts pric. below cost but -mak.s it up with volum.·.
If mon.y is lost on .ach sal. th. firm IIlUSt b. unprofitable, but AT&T is
earning siz.abl. profits.

In the Matt.r of K.11011 Co., 99 FTC 8 (1982).

ao Oth.r AT&T affiants, in particular Profs. B.rnh.im and Willig, nIXIX
examine prices for Bask.t 1 s.rvic.s in spit. of th.ir v.h.m.nt (th.or.tical)
claim that pric.s ar. comp.titiv.. It is distinctly odd for .conomists to
claill that a mark.t is comp.titiv. without an analysis of actual pric.
outcomes.

21 Anoth.r AT&T affiant, Mr. Sullivan (p. 19), att.mpts to lIinimiz. the
importanc. of this oligopolistic outcom. by r.f.rring to it as a ·submarket
(a long outmod.d and disua.d term of antitrust analysis). Mr. Sullivan fails
to not. that approximat.ly 100 million custom.rs fall into this ·submark.t-.
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(1) In their Figure 1 HL plot the deflated consumer price index (CPI)

for interstate toll and the producer price index (PPI) for interstate

MTS. For the years 1991-1993 (which are covered in my previous

affidavit) it is quite clear that almost no decrease occurred. Indeed

the index for interstate toll decreased only from 49 to 47. Since HL

use the GDP price deflator for this period (which itself increased from

113.3 to 124.2 over this period), the nominal CPI for interstate toll

increased over this period. From 1990 to 1993 the interstate CPI

increased from 68.2 to 69.6, and in 1994, the index increased to 75.2.

Similarly, the interstate PPI increased during 1990-92 froD 107.8 to

109.8, and in 1994 the index increased to 117.7. This price performance

is extremely poor since most telecommunications prices were decreasing

over that period. For instance, a price index for the 30 largest

cellular KSAs over the same period show. price. decreasing by 71 instead

of increa.ing like the price index for long di.tance. See Figure 2 to

this affidavi t .

(2) In their Figure 2 HL consider average revenue per minute for AT&T.

Again for the year. 1990-1993 HL find that the index for KTS decreased

only from 100 to 94 after deflation by the Sureau of Labor Statistics

(SLS) CPl. Since the SLS CPI decrea.ed by 6% during this period, HL

have demon.trated that AT&T revenue. per minute were changing at the

same rate a. the BLS CPl. Again. cellular price. have decrea.ed much

more over this .... period. Adju.sted by the CPI, they have fallen by

8.4%, about 501 more than the amount of the decrea.e of AT&T's prices.

Thua, HI. have demonstrated that AT&T'. average KTS price., taking full

account of all discount., decreased by considerably less than cellular

price. did over the same period. See Figure 3 to this affidavit. HL

have demonstrated my point that the market for re.idential and small

buaine•• cu.stomer., who are the prilllry uaers of KTS, is not

competitive .
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(3) In their Figure 3 HL plot changes in AT&T's average revenue per

minute after removing access charges (again relative to the GOP price

deflator). When actual access price decreases of 12% over this period

are considered. the HL data demonstrate that net of access AT&T MrS

actual prices remained essentially constant over the period 1990-

1993. u Thus, after ill discounts for Basket 1 services are taken

_.'

into account, the AT&T data used by HL demonstrate that AT&T's average

revenue did not decrease once access price reductions are netted out.

Thus. AT&T prices are ~ declining as they should be given cost decreases in

the range of 6% per year in addition to the access price decreases of 12% per

year. 23 HL have simply demonstrated the point that AT&T's Basket 1 prices

are controlled by the FCC price cap, not by competition. Indeed, the price

performance of MIS is significantly worse than cellular price. which the DOJ

recently claimed were not competitive. 24

15. Prof. Hall, for MCI, claims that long distance price. have fallen.

In his main demonstration, Figure 3 (p. 18) he graph. the real (inflation

adjusted) government indices of long distance price.. Note that in his graph

this inflation adjusted price index i. relativ.ly constant over the period

1990-1993. 25 By contrast, the non-inflation adjust.d government price

indices increased during this period by 10.3%, with an 11% increa.e in 1993

1994, in spite of d.cr.asing ace••• co.tS and lower costS for

telecommunications .quipment. Using the same d.flation t.chnique a. Prof.

U Net of ace••• charge. AT&T actual pric.s decr.ase by only 0.6% over
the 4 y.ar p.riod.

23 Th. co.t d.cr..... have arisen from falling prices of
telecommunications equipment, e.g. switches and transmis.ion electronics for
fiber optic•• a. w.ll .. increasing productivity because of technological
advances in tel.communications.

24 Memorandum of the U.S. in Re.pon.e to the B.ll Companie.' Motions for
Generic ~irele.s ~aiver., p. 14, U,S. v. ~e.tern ilec. Co" No. 82-0192.
(D.D.C. July 25, 1994)

25 Over the period 1982-1989 long distance price. decreased mostly
because of decrea.e. in long di.tance ace••• co.ts. How.ver, a. Prof. Hall
empha.izes "current condition." in the lonl di.tance market are relevant to
thi. proceeding, not the hi. tory of the 19 O's.
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Hall, cellular prices decreased by 1St over this same period when long

distance prices were almost constant.

16. Prof. Hall also provides an index of revenue per minute for AT&T,

Mel, and Sprint. (Fig. 4, p. 21) First, note the absence of a significant

decline over the period 1990-1993. Since he has used an inflation adjusted

index which increased by 8.8% over this time period, Prof. Hall's graph

actually demonstrates that nominal revenue per minute barely decreased over

the period 1990-1993 and actually may well have increased over the period

1991·1993 when both cellular price and other long distance prices were

decreasing. Indeed, in Prof. Hall's Figure 5, it is quite clear for the

period 1990-93, that revenue per minute, net of access charges, increased

given the general inflation over this period. However, we know that txC costs

decre.sed over this period. Increasing revenue per minute with decreasing

costs demonstrates the uncomp.titiv. outcom. in the long distance mark.t.

17. Mr. Sullivan, an AT&T affiant, in his discuasion of long distance

"conduct and p.rformance" (pp. 24ff.) n.ver actually analyz•• pric. data for

residential and small buain.ss custom.rs. 2' Inst.ad, he us•• a (long ago)

discr.dited approach to claim that structural characteristics mean that

competition must b. flourishing in the long distance mark.t. (p. 27) But

actu.l prices p.id by residenti.l and sm.ll business consumers prove

otherwis.. Mr. Sullivan furth.r tri•• to mi.charact.rize my pr.vious

affidavit by saying I only consider tariff rat.s and ignore discounts. (p. 27)

H. is absolut.ly wronl in this claim. In my pr.vioua affidavit I focus.d on

the FCC Basket 1 pric. cap which includ.s all AT&T discounts to r.sidential

and small b~in••• c~tomer•. (Hausman .ff .. " 6, 25_37)27 Mr. Sullivan

never disc~... why AT&T has b.en at the Ba.k.t 1 pric. cap maximum for each

26 Mr. Sullivan'. only ua. of AT&T av.rag. rev.nu. data quotes from a
previoua AT&T .tudy which consid.r. All long distanc. cuatomer. (p. 28). It
is for r.sid.ntial and .mall bu.in••• custom.r. where the above comp.titive
long di.tanc. pric.s are currently being charg.d.

27 In January 1995. the FCC r.mov.d from pric. cap r.sulation all
commercial long distance servic.. off.red by AT&T with only 2 minor
exception•.
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of the last 5 years.

18. Prof. Hubbard and Lehr's response to my claim that price caps, not

competition, are setting prices for residential and small business long

distance is to claim that regulators got the index just right in 1989 and

AT&T's productivity gains are just at the 3% price cap formula. 28 HL provide

no evidence that AT&T's productivity gains are this low; based on my

experience with other telephone companies I believe that the productivity

gains are approximately double the amount. Alternatively, HL state that the

FCC may have set Basket 1 prices "too low" in 1989. (p. 14) Other AT&T

affiants, Prof. Bernheim and Willig, make this same claim that Basket 1 prices

are set "below competitive levels." (pp. 136-137)2' This argum.nt totally

ignores the fact that the BOCs want to enter the mark.t to provide interLATA

long di.tanc. s.rvic.. Even if Hubbard and Lehr and B.rnheim and Willig are

corr.ct that FCC regulat.d price. are "too low" for AT&T, no ba.is exists to

think th.y are too low for the BOCs who want to .nt.r the market. Since the

purpose of the antitrust laws i. to prot.ct competition and not to protect

comp.titors, the BOCs should not be prot.ct.d from "too low· prices by the

MFJ. Th.y .hould b. allowed to .nter the market. 3o

21 Prof. B.rnh.im and Willig, on b.half of AT&T, claim that average
revenue per minute (AlPK) h•• d.clin.d f••ter th.n the pric. cap ind.x. (p.
149) They provide no data and f.il to r ••lize th.t the price c.p index is
c.lcul.t.d~ of .cce., co.t.. If Prof. Hubb.rd and Lehr's Figure 3 is u.ed,
AT&T's ARPM between 1990-1993 is essenti.lly con'tlDk in nominal terms. Since
the infl.tion adjusca.nt w.. les. th.n the productivity factor, ov.r this time
period AT&T' I AI.PM dacr....d lila th.n the price c.p fomul. bec.us. of
"exog.nous" chana•• in incr••••d accounting COlts which I discusI.d in lIy
original .ffidavIt. Thus, the claim by B.rnheim and Villig is demonstrated to
b. incorrect by .ceual data put forw.rd by AT&T through its oth.r wien••••• ,
Hubb.rd and Lehr.

29 BV give no data but claill th.t "quantit.tiv••naly.is by AT&T
confirms that regulated price. do not cover the incre..nt.l co.ts of serving
low volume customers," (p. 150) Ev.n if this st.t.m.nt i. supported by 5011.
(unspecified) dat., it fail. to .xpl.in why the BOC. want to ent.r the m.rk.t.

30 AT&T's claim th.t they .re not e.rning enough money in Ba.ket 1
service. (Hubb.rd and Lehr, fn. 16) is merely another .ttempt to stop
incre.sed comp.tition. 1 &II unaw.re of previous inst.nc•• when the antitrust
law. h.ve b••n u.ed to stop entry b.c.us. an incumb.nt was not e.rning enough
money on it. inv.sem.nt.
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19. Prof. Bernheim and ~illig refer to the argument that Basket 1

prices are set too low by the FCC as their "central observation". (p. 138)

This claim is based on no data and is inconsistent with the request of the

BOCs to enter the market to compete for these customers. Indeed, costs which

BW identify to serve low volume customers, e.g. billing, collections, fraud,

and customer service (p. 136) are all already covered by the BOCs current

participation in intraLATA long distance. Thus, the BOCs would not incur

extra costs in these categories to provide interLATA long distance. These

economies of scope would allow BOCs to offer~ long distance prices to

consumers, making consumers better off. 3l AT&T and the other IXCs should not

be protected from this pro-competitive outcome.

20. Moreover, Profs. Hubbard and Lehr h.v. on. gl.ring omission in

their discussion of ch.nges in long distanc. pric.s. N.ith.r th.y (nor oth.r

AT&T affiants) ever explain why AT&T is able to r.i•• it. price. in respons••

to AT&T-specific accounting ch.nge. such a. the ch.ng. in SFAS 106 which I

discuss.d in my origin.l affidavit. (Hausm.n, , 29) A b•• ic t.n.t of economic

theory is th.t a competitive firm cannot incr•••• it. pric•• for firm-specific

incre.s•• in cost. unl••• oth.r firms in the indu.try are .ubj.ct to the sam.

cost incre••e. N.ither MCl nor Sprint w.r••ubj.ct to incr••s•• n.arly a.

large as AT&T. Mor. import.ntly, the pric. incr•••• r ••ult.d from .n

accounting ch.ng., not an incr•••• in .conomic co.t.. Und.r the FCC's pric.

cap rul•• , AT&T w.s allow.d to incr•••• it. pric•• sine. the accounting chang.

w•• consid.r.d .n .xog.nous ch.ng. (Z factor) in the pric. c.p ind.x.

How.ver, if the long di.tanc. industry w.r. comp.titiv., comp.tition from MCl

and Sprint would not h.v••llow.d AT&T to incr•••• it. B.sk.t 1 pric... Prof.

Bernheim .nd WilliS, on b.h.lf of AT&T, .dmit th.t, .t l.ast on 1 occ.sion,

31 Mr. Sulliv.n for AT&T att.mpts to cl.im th.t economies of .cop. do
not exi.t (p. 32) for BOC., but ari.e mer.ly from eros••ub.idy. This claim
is absurd .nd is contr.dict.d by mark.t .vid.nc.. AT&T has us.d BOC. to do
long di.t.nc. billins in many regions, a cl••r .conomy of .cop. b.c.use the
BOC. s.nd a local bill .ach month. Also, us. of the n.twork for both
intr.LATA long dist.nce .nd int.rLATA long dist.nc. is an .conomy of scope for
a BOC. Kr. Sullivan's deni.l of the exist.nce of .conomi•• of scop. in
n.tworks is a claim th.t no economist would mak•.
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MCI and Sprint did follow AT&T's accounting (non-economic) based price

increase (p. 151). However, they claim that discount plan activity increased

around that time as well. They do no analysis of the other 5 times in the

last 3 years when AT&T increased price and MCI and Sprint followed. Indeed,

BW never examine long distance prices at all, but still claim that based on

theoretical arguments (but no data) that Basket 1 services are competitive.

21. Prof. Hall's examination of AT&T's performance under FCC price cap

regulation (Hall aff., pp. 22ff) is economically incorrect. Prof. Hall

subtracts out the exogenous changes (, 57, p. 23) to consider "AT&T's Price

Net of Access Charges" in his Figure 6. As I explained above, most of these

"exogenous changes" have no economic basis, but instead are mere changes in

FASB accounting standards. Thus, no economic basis exists to subtract out the

exogenous changes. 32 Also, Prof Hall's Figure 6 demonstrates that

residential and small business long distance prices actually increased over

the period 1992·1994 even after he takes out the effects of inflation. Thus,

in spite of decreasing costs for telecommunications services, AT&T's charges

were increasing. This outcome should not happen if an industry is

competitive. 33

32 AT&T's affiants. Prof. Hubbard and Lehr do not subtract out the
"exogenous change." in their analysis of AT&T's price performance under FCC
price cap regulation. Pre.umably, they realize that this subtraction would be
wrong as a matter of economics.

33 Prof. Hall also fails to note in his discussion of competition in the
long distance l~try (pp. 26-27) that AT&T has been up against the price cap
limit each year for residential and small busine.. customers. Thus.
regulation. not co~etition. frOm either MCl, Sprint or the smaller carriers
he discus.e., is the constraining factor for AT&T Basket 1 prices. The
industry is not competitive when a regulatory price ceiling is constraining
the largest carrier's price.. Profe.sor Kwoka, who submitted an affidavit on
behalf of Sprint, agrees that AT&T remains the "dominant firm for many
interexchange services, [and] adequate competition in that market does not yet
exist." (p. 3, p. 28) However, Prof. Kwoka does not favor BOC entry to solve
the competitive problem. Prof. Kwoka's conclusion of AT&T's dominance
contrasts sharply with the claim of AT&T affiant. Bernheim and ~illig who
claim (based on no data) that AT&T is not a dominant firm. (p. 145) Dominant
fi~ set prices in markets. AT&T is clearly the price setting firm for
Basket 1 long distance services.
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22. Prof. Hubbard and Lehr go on to argue that "lock step" pricing by

the major IXCs is consistent with competition. (p. 48) Here HL go badly

wrong. They are correct only if economic costs of all of the IXCs are also

increasing in "lock step". But the economic costs are not changing by the

same amount. Indeed, FCC price cap regulation allows AT&T to increase its

prices and MCl and Sprint follow even though their economic costs have not

changed. 34 Rising prices which are unrelated to increases in economic costs

exemplifies the absence of competition in Basket 1 long distance services.

C. Anti-competitive Price Discrimination in Cellular Lone
Distance

23. Prof. Bernheim and Willig (BW) argue that my example of anti

competitive price discrimination against cellular long distance customers is

"seriously deficient- because I only consider the cost -of a single input

(access).- (p. 147)35 BW fail to mention that the IXCs have continuoualy

claimed (including in this proceeding) that access is by far their lareest

cost, representing approximately 45%-50% of total costs. Thus, BW's attempt

to minimize the importance of differences in access costs ~etween cellular and

landline long distance is seriously off-base. 3' Indeed, BW do not contest my

estimate that AT&T's overall costs are 21% less for cellular long distance

service (Hausman aff., , 41), yet AT&T charges the same prices for cellular as

for landline long distance. BW's other attempt to minimize this anti

competitive outcome is to claim that cellular long distance is a -tiny slice

of the market-. (p. 147) Currently, 25 million cellular cuatomers exist with

a growth rate of 45-50% per year. Thus, the !XCs (and non-BOC cellular

carriers wh1ch follow the !XCs price. for cellular long distance) are

34 I discuss the most recent example of this lock step behavior which
occurred in December 1994 above.

Mr. Sullivan for AT&T make. a similar claim. (p. 29)

3' BV point to fraud a. a po.sible extra cost, but they fail to point
out that fraud cost the cellular industry only 3.1% of revenue in 1994 which
is far le.. than the difference in access charges which I discuss in my
affidavit. (See COMmUnica;ions pailv, reb. 3, 1995)
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overcharging the approximately 80% of cell~lar customers who buy Basket 1

services for long distance service an amount equal to approximately $580

million per year. 37 Over 1/2 billion dollars per year growing at 501 per

year seems to be a significant "slice" of anti-competitive cake to me--but

perhaps BW (and AT&T) have Marie Antoinette in mind.

D. Poten;ial Problems with BOC Entry in;o InterLATA Loni Distance

24. No affidavit in this proceeding would be complete without

discussion of possible discrimination and cross subsidy. Professors Hubbard

and Lehr devote one paragraph to each topic. (pp. 46-47) On discrimination,

HL state that the absence of a regulatory problem can be guaranteed if the

BOCs are not allowed to provide interLATA long distance. They fail to note

the current cost to consumers from higher prices arising from the BOC's

inability to provide interLATA services. Furthermore, the FCC, which is the

regulator in charge of equal access, has consistently stated that it believes

that BOC entry into long distance would be pro-competitive. 31

25. On cross subsidy the example used by Prof. Hubbard and Lehr is

incorrect. They claim that carrier access costs in exces. of true incremental

costs would be an Ranti-competitive weapon.- (p. 46) Price in excess of

incremental cost is not anti-competitive; indeed, another AT&T affiant,

Professor Yilliam Baumol, published a book last year which demonstrates this

basic economic fact. 3' Under a regulatory -imputation- rule, the minimum

price the BOC. charge for long distance would have to exceed their own

37 Thi. calculation follow. using the average cellular bill of $59 per
month (eTIA, Dec. 1994) and uses the fact that about lSI of the average
cellular bill i. long distance revenue.

31 The FCC ha. consistently called for a removal of the MFJ line of
business restrictions in each review of the MFJ; e.g. in 1987 the FCC stated
that -we contend that the Court should lift the decree's restrictions on
interstate, interexchange services on the basis of the Commission's commitment
to address these admittedly difficult questions prior to BOC entry.- (Reply
Comments of the FCC as Amicus Curiae, Kay 22. 1987).

39 W. Baumol and G. Sidak, Toward Compe,ition in Lqcal Telephony
(Cambridge, MA, 1994).
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incremental cost plus the contribution (price minus marginal cost) of carrier

access.'o Since this minimum price would only be about 4 cents per minute,

no anti-competitive problem would arise,'l The imputation rule has been

adopted by California (Decision 94-09·065, Sept, 15, 1994), as well as other

states, and no obstacle exists to employing it at the federal 1evel. oz Under

the imputation rule, economic efficiency is assured since an effiCient low

cost firm which purchases access will be able to compete without an anti·

competitive "price squeeze" occurring. Thus, the "possibility" of cross

subsidy advanced by HL is incorrect and demonstrates the extent to which

AT&T's affiants must strain to invent anti-competitive examples given

regulatory changes which have occurred over the past 10 years.

26. Prof. Baumol also describes the potential problem that access costs

will b. too high for both the BOC and for the IXCs. (p. 8) This pot.ntial

problem can be handled by regulation as it is today. Access prices currently

00 See J. Hausman, "Th. Proliferation of N.tworka in Te1.communicatioa."
1993, forthcoming in W. Sichel and D. Al.xander, Ne~rkSn Infrastxuccure. and
she New Task for aeculakion, (Univ. Michigan Pr.ss, 1 95) and J. Hausman and
T. Tardiff, "Efficient Local Exchang. Comp.tition·, forthcoming Ankikru'k
Bull!kin, 1995 for a further discussion of this topic. Carrier acc.ss price
equa to increm.ntal cost would b. economically efficient as I explain, but
imputation stops any anti-comp.titive behavior. I find it remarkable that in
his affidavit in this proceeding, Prof. Baumol describes imputation as
difficult and bas.d on ·very sophisticat.d concepts·. (pp. '-8) H. supported
the imputation approach in t.stimony for AT&T in 1991 wh.n AT&T p.titioned to
ent.r the intraLATA lont distanc. market in California, and the procedure has
been implem.nt.d in Cal fornia. (S•• CPUC Decision 94-09-065, Sept. 15, 1994).
Thus, Prof. Baumol's f.ar of a possible v.rtical pric. squeez. (p. 26) is
eliminated. as he t.stifi.d in California in 1991.

41 Th. aint.ua pric. is calculat.d by taking the current pric. of
interLATA acc•••• at both the originating and terminating end of the call,
which is about 5 c.nts per minute and calculating the contribution (price
minus incr...ntal cost) which is about 2.5 cents per minut.. Th. incremental
cost of a SOC producinf a long distance call is about 1.5 cents p.r minute.
The total of the contr bution and the increm.ntal cost is thus about 4 cents
per minute.

42 Dr. Cornell, an MCI affiant, discuss•• po.sibiliti.s of ·price
squ••z.s· (pp. 9-10). However, sh. fails to note that California has already
solv.d the probl.m and rejected h.r similar claims (Corn.ll aff. p. 56) made
on behalf of MCI in that proce.ding, CPUC D.cision 94-09-065, S.pt. 15, 1994.
In h.r subs.quent discussion of imputation (p. 45) sh. misunderstands the
fundam.ntal character of competition. Under h.r approach all v.rtical
integration would be harmful b.cause the ·incumb.nt is simply paying its.lf
the money· (p. 45). Almost all economists agr.e that v.rtical integration is
pro-competitive and h.lps consumers in most situations.
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contain a contribution which is used to provide below cost residential basic

exchange service. This contribution has been reduced significantly over the

past ten years, and regulators can reduce it even further. ~ore importantly,

even if "too high" access costs occurred, it would not distort competition

between the BOCs and IXCS. 43 The problem is completely independent from the

question of whether BOC entry into long dist~nce markets would lead to an

overall increase in long dist~nce competition.

27. AT&T affiants Prof. Bernheim and Willig attempt a theoretical

attack to claim that leveraging will lead to comp.titiv. problems. (p. 13)

They are wrong on both the theory and the facts. With resp.ct to theory,

consider the case where a BOC sells access at a price above marginal

(increm.ntal) cost··which is certainly the actual situation. I assume that

the contribution (pric. minus cost) p.r minute i. 2.5 c.nt.. I will assume

that abs.nt regulation the BOC might b. able to price high .nough to earn an

extra 2 cents per minute. BY agree that the long di.tance component i. also

priced above marginal co.t. with the approximate amount at least 8 c.nts per

minut.. A BOC which ent.r. the long di.tance market has an .conomic incentive

to lower the total contribution from it. current amount of 10.5 c.nt. per

minute b.cause it would now .arn the total contribution for the long distance

minut•• it s.11•. 44 The BOC tak•• account of the overall contribution wh.n

it prOVides long di.tanc•• while in the curr.nt situation n.ith.r the BOC nor

43 Profe••or Baumol him.elf hal rec.ntly demonstrated this fact in
consulting he has done for Telecom N.w Ze.land. S•• Y.J. B.umol."The
Efficient Ca.ponent Pricing Rule: Mi••ppreh.nsion of Dr•. ry. and Lapu.rta",
1995 miMo.

44 Where BY go wrong a. a matter of theory i. that when only selling
ace••• (which i••bout 451·501 of IXC co.t) BOCs fac. a low price ela.ticity
b.cau•• a 1% increa.e in .cces. cost. translat•• into a 0.5% incr•••• in IXC
costs. If a BOC off.r. long di.tance service it face. the over.ll price
elasticity for the .ntire .ervice .0 it has an incentive to not charg. as high
a pric. as originally for the ace••• component. Alternativ.ly. if a BOC
rais•• acc.ss pric. curr.ntly, long distance demand would d.cre••e and the BOC
would ••11 1••• acce•• , losing the contribution on the minute. which are no
longer d.manded. When the BOe provide. long di.tance a. w.ll a. ace•••• it
lose. the contribution from acce•• a. before, but it al.o 10••• the
contribution from it. share of ov.rall long distance demand which has
decrea••d. Thus, the BOe will have a r.duced economic incentive to rai••
access price.
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the long distance company considers the overall contribution since they each

provide a single component of the long distance service. The fact which B~

miss is this implicit assumption that long distance is sold at marginal cost

in their theoretical example, even though at another point in their affidavit

they claim (correctly) that long distance prices are above marginal cost. (p.

9) Indeed. this economic incentive to offer a lower price for long distance

is recognized by other intervenor economists. (~Prof. Hall for MCl (p.

11» As the DC Court of Appeals has ruled (along with other courts),

leveraging is only a problem if the downstream (here long distance) price goes

up, and here the clear prediction is that long distance prices will go down

wi th BOC entry.·5

28. Prof. Bernheim and ~illig also bring up a hypothetical potential

problem for pricing of a new service under price caps. (p. 83) They fail to

note that regulators typically do not set prices for new services since they

are considered to be "discretionary" and a BOC does not have market power with

respect to the new service.·'

29. Prof. Kwoka, for Sprint, also finds that change. in regulation,

especially price caps which I discussed in my first affidavit (!! 18·20. 61)

are not sufficient: "Perfect regulation. however. does not and will not

exist." (p. 15) I agree. However. this perfection standard used by numerous

economists (e.g. Kwoka, Perry pp. 25·27) in their affidavits for the !XCs is

misguided. Competition is (almost) never perfect either, and Prof. Kwoka

agrees that competition in long distance markets is "inadequate". (p. 3, p.

28) However, Prof. Kwoka states that "demonstration of the inadequacy of

interexchanae competition is largely irrelevant to the case for lifting the

Decree restrictions." (p. 31) I find this claim to be extre.ely curious. The

relevant question to an econo.ist is whether BOC entry into long distance,

U.S. v. ~estern Elec. Co., 900 F.2d 283, 296. (D.C. Cir. 1990)

.6 The FCC does not incorporate new services into price caps
immediately, nor do most states, e.g. Connecticut, Ohio. and California.
Regulators have realized that incentives for innovation are increased when new
services are not incorporated into price caps.
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even with imperfect regulation. will benefit consumers by increasing the

inadequate imperfect competition in the long distance market that Prof. Kwoka

agrees exists. Prof. Kwoka advances no other way in which the "inadequate

competition" which he describes will change to effective competition which

would lead to lower long distance prices to residential consumers. 47

30. No human undertaking, regulation included, is perfect. Yet the

opposing economists have set up perfection as their standard. Prof. Kwoka,

for example, criticizes price-cap regulation adopted by the FCC and many

states because the regulation is not pure. (pp. 16-17, p. 22)48 He agrees

that "pure price caps" would offer an improvement; but in his opinion price

cap plans which fail to reach perfection are fatally flawed and "reliance upon

price caps is misplaced." Yet most economists recognize that the price cap

plans, while admittedly still retaining some elements of rate of return

regulation, do substantially decrease any incentives for a BOC to cross

subsidize. As the FCC modestly concluded: "Incentive regulation, by in large

measure removing the incentive to misallocate costs beeween services, may

mitigate misallocation as a regulatory concern." (In the Matter of Policy and

Rules Concerning Rates for Dominant Carriers, CC docket No: 87-313, Adopted

September 19, 1990, , 34).49

47 Prof. Kwoka alrees that BOC entry might increase competition, at
least initially (p. 31), but that "incumbency could be used to impair rivals
and competition in the long run". (p. 34) Here he forgets Lord Keynes' famous
maxim that in the lone run we are all dead. This aspect of Keynesian
economics still receive. wide agreement among econo.ists. Given rapid
technological change in telecommunications, the appropriate inference is in
the not very long run any remnants of BOC "monopolies" will be eliminated.

48 This exact claim of "impure" price caps arose in the 1991 Information
Services Raaand Proceeding. The DOJ did not find possible cross subsidy under
price caps to be a problem in that proceeding. (Memorandum of the US in
Support of Motions for Re.oval of the Information Services Restriction, pp.
33-35, U.S. v. Western Elec., Aug. 22, 1990). In turn, the DC Court of
Appeals found "a lot of evidence" contradicting theories that cross
subsidization might occur. (U,S, v' Westlrn Elec" 993 F.2d 1572, 1580, D.C.
Cir 1993). The evidence against possible cross subsidy is even stronger here,
especially since additional states have adopted substantial price cap
regulation since 1991.

49 AT&T affiants Prof. Bernheim and Willig reach the quite different
conclusion that "there is absolutely no reason to believe .. ,that regulatory
reforms have substantially curtailed the RBOCs' incentive. for cost
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31. Price caps eliminate the potential problems that Prof. Baumol

claims may exist. e.g. misallocation of costs. (pp. 26·27) Indeed, Prof.

Baumol recognizes that price caps have largely replaced rate of return

regulation where his purported problems may arise. (pp. 30-31) But he again

raises the perfection standard. (p. 31, • 56) I find this emphasis on

perfection to be seriously misguided. 5o First, the MFJ itself speaks of a

"substantial possibility" of impeding competion. Furthermore, to an economist

perfection is never an applicable standard. The relevant question is whether

BOC entry into the uncompetitive long distance mark.t would benefit

resid.ntial and small business customers who are curr.ntly paying above

competitive prices. 51 Neither Prof. Baumol, nor Prof. Kwok., provides any

analysis demonstrating that the "perfection standard- is relevant to answering

this important question.

32. Prof. Kwoka (and Prof. Baumol, pp. 26-27) fails to .ddress the

import.nt point r.cognized in the applic.tion of the MFJ since 1989, that

cross subsidy only b.comes .n .ntitrust probl.m if AT&T and the IXCs were

forced to exit the long dist.nce m.rk.ts through. cross subsidy which led to

mis.llocation.- (p. 86) One••g.in no amount of ch.ng. is suffici.nt for BY
to recognize .ny improv.m.nt in .conomic conditions for competition.

50 Prof. 8.rnh.im and Yillig .ttempt to refute the u.efulness of price
c.ps bec.u.e loc.l .xchang. prices are~ in .t.te. which u.e pric. caps.
(p. 85) Their r.asoning app.ars to r.quir. the as.umption that LEC. are using
cost misallocation in tn.s. ar.a. wh.r. pric. cap••xi.t. Th.y compl.t.ly
mi.s the point, r.cosniz.d by .lmost all economists, that pric. caps give a
powerful inc.ntiv. for a r.gulat.d firm to reduce its costs, relative to
outdat.d rat. of r.turn r.gulation. Thus, pric. c.ps ar. adopt.d and prices
d.cr•••• b.caus. of the productivity factor built into the pric. c.p.. The
LEC also b.nefit. from r.duc.d costs. This example is yet another
illustr.tion that BV are not about to b. dissuad.d by any amount of data, even
wh.n consumers b.n.fit from low.r pric••.

51 Prof. Hall bring. up purport.d proble•• of v.rtic.l int.gr.tion which
h. cl.ims m.y h.rm consum.rs. (p. 3) In his discus. ion he r.f.rs to the 1954
cons.nt d.cree that Kodak sign.d with the government which forbids bundling of
films .nd processing. (pp. 3-4) H. fails to not. th.t this cons.nt d.cree w.s
rec.ntly v.c.t.d by the District Court over the obj.ctions of the OOJ and
Kodak'. comp.titors. Th. Court found that competition would be incr••••d if
bundling w.r. p.rmitt.d and .t.t.d that Courts mu.t b. mindful not to l.t
comp.titors u.e -the Sherman Act b. invok.d p.rv.rs.ly in f.vor of tho.e who
seek prot.ction against the rigors of comp.tition.- (US v. Kodak, 853 F. Supp.
1478, (WDNY 1994».
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predation. 52 However, as I discussed in my initial affidavit (" 16-17),

such a predatory outcome is impossible. The marginal costs of providing long

distance service are quite low compared to price, as even AT&T affiants

Hubbard and Lehr recognize. (HL Aff., p. 27) Thus, the prices would have to

be very low before predation would be possible--less than 25% of current

levels. Also, the BOCs would begin with a zero share and the 3 major IXCs all

have complete national fiber optic networks in operation. Long distance

markets are truly a situation where predation is unlikely to be tried and even

less likely to be successful. 53

33. The claim by Profs. Bernheim and Yillig that access charges could

"cross-subsidize" the BOCs' long distance operations (p. 36) is based on a

complete absence of economic logic. 5• Almost all economists (except BY),

52 Prof. Hall makes the identical argument on cost shifting (p. 43-44)
which was reject.d by the DC Court of App••ls in the Inform.tion Servic.s
Remand proc.eding. H••dmits th.t BOC entry could well l ••d to lower long
distance pric.s to consumers, but h. claims th.t if some cost shifting were to
occur economic efficiency milht d.cr••s.. H. is juat •• wronf here .s he was
in 1990. Bec.ua. r.sid.nti.l local s.rvic. is curr.ntly .ub. dized (•• Prof.
H.ll agre.s) and b.caua. it••lasticity i. ne.r z.ro while the long dist.nce
elasticity is significant (.bout 0.7), cost .hifting which would reduce the
subsidy for loc.l s.rvic. will incr•••••conomic .ffici.ncy .nd consumer
welfar.. I c.lculated this pot.nti.l g.in to be over. billion doll.rs p.r
ye.r; see J. Hauaman, T. T.rdiff, and A. Belif.nt., AmeriCan Economic Review,
1993. I discuss the theory which Prof. H.ll mis.ppli•• in J. H.uaaan, ·Exact
Consumers Surplua and De.dw.ight Lo.s", Aa,ric.n Economic R,vi'I' 1981. Prof.
Bernheim and qillig make the sam. mist.k. in th.ir discua.ion 0 po•• ible cost
misallocation. (pp. 29-31, p. 33) They cl.im th.t local s.rvic. could be
"artificially infl.t.d", but they f.il to recognize th.t resid.nti.l local
prices are curr.ntly ".rtifici.lly d.flated· b.low marginal cost. Only co.t
shifting which l ••ds to pr.dation will caua. comp.titiv. h.rm b.ginning from
the current situation. Ev.n Prof. H.ll and Profs. Bernheim .nd Yillig do not
claim th.t predation is po•• ible.

53 "a"yahi'a El,s, Indu" v. Z.nith R.dio Corp., 475 U.S., 574, 589
(1986). In a recent ca.e in which I was involved, the District Court found
that ·the Governaent could not cite one modern example of successful predatory
pricing ...•. (US y, Kodak, 853 F. Supp. 1478, (YDNY 1994». Al.o, in spite
of numeroua private litigation, pr.-divestiture AT&T w•• n.ver found to have
engaged in predatory pricing.

5. Mr. Sulliv.n for AT&T cl.i.. (without .ny support) th.t Sprint's
market share is "three tim.s high.r" wh.r. it control. the LEC. This cl.im is
incorrect •• I st.t.d in my orifinal affidavit (, 24, in. 14). Th. data in
the Sprint-C.nt.l m.rg.r inv••t gation cl••rly d.monstr.t.d th.t Sprint's
sh.re i. D2k higher in the•• ar.... Mr. Sulliv.n may be r.f.rring to a HIK
York Tim.s .rticle (Aug. 23, 1992) which indic.t.d thr.e ti••• high.r Sprint
sh.re. in .n are. of rur.l North Carolina (T.rboro, NC) which did not h.v.
equal access, presumably b.s.uae the IXC. did not w.nt to serve the .r••.
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including AT&T's affiant Prof. Baumol, agree that cross subsidy occurs when

the subsidized product is priced below incremental cost. BW have not

constructed an example where the BOCs would be pricing long distance

(including access) below incremental cost. Their example merely has the BOCs

charging a lower price for long distance service than the IXCs--an outcome

which would benefit consumers. 55

34. The affidavit of Dr. Cornell, on behalf of MCI, typifies the anti

competitive effect of the MFJ. Dr. Cornell provides absolutely no data

demonstrating that prices are higher for services affected by regulatory

debates which she has participated in for MCI. If prices are not higher,

consumers have not been harmed although MCI might not have liked the outcome.

Indeed, Dr. Cornell does not even attempt to show that prices for intraLATA

long distance have not performed well although BOCs compete with IXCs to offer

those services. Instead, she repeats claims, most of which have been rejected

by state regulatory commissions, e.g. the California PUC, as to how her

clients have been disadvantaged. Competitors have historically used

regulation to attempt to limit competition." The MFJ provides another layer

of regulation which KCI uses to limit competition. But where have the

interests of consumers gone? Dr. Cornell never discusses why lower long

distance prices would not be a good outcome for consumers.

However, overall shares were not higher in equal access areas and, of course,
the DOJ approved the Sprint-Centel merger in spite of Centel controlling local
exchange service in the La. Vegas area.

55 Mr. Sullivan for AT&T (p. 31) also fears that a BOC would reduce the
price of lonl di.tance .ervice. to consumers. The common theme among AT&T
affiants that price might actually decrease to con.umer. because of BOC entry
demonstrate. the effect that additional competition in interexchange markets
would create.

'6 In a recent paper I discuss how the FCC delayed over 10 lear. before
allowing cellular telephone service to befin in the US because 0 regulatory
debates, J. Hausman, "The co.t of Regulat on of Cellular Telephone·, Jan.
1995. The cost to US consumers was about $25 billion per year. Also, in
recent testimony before the FCC, I discus. how regulatory debates delayed the
introduction of voice messaging again by about 10 years. I estiaate the cost
to US consumers from this delay to be about $5.7 billion per year. See J.A.
Hausman and T. J. Tardiff, "Benefits and COSts of Vertical Integration of
Basic and Enhanced Telecommunications Services·, April 1995.
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E, Competitive Alternatives for BOC Customers

35. Prof. Baumol states that households and smaller businesses have "no

practical alternative" to BOC delivery of telecommunications services. (p. 3,

p. 13) He fails to note that these residential customers and small businesses

are currently being charged above competitive long distance prices as I

demonstrated in my first affidavit and discuss above. Indeed, I find it

remarkable that Prof. Baumol (similar to Prof. Kwoka) does not provide any

economic analysis to dispute the demonstration that the IXCs are charging

above competitive prices to these customers. Furthermore, Prof. Baumol is

incorrect in his claim that "no practical alternative" exists to serve

residential and small business customers. These practical alternatives exist

and are currently in use in the UK--cable and digital cellular (PCS) access.

36. KCl's affiant Prof. Hall's similar claim that neither cable nor PCS

access is available anywhere is incorrect. (p. 10) Both are widely available

in the UK. For instance, about 80X of cable households in the UK buy local

exchange and long distance access from th.ir cable provider, rather than

British Telecom. 57 The similar claim by Prof. B.rnheim and Yillig that the

local exchange is a natura~ monopoly (p. 3, pp. 42-44) is refuted by the same

UK experience. This level of penetration by cable providers in the UK has

been accomplished in und.r 3 years of comp.tition. 5• The UK exp.rienc. also

57 Source: UK Cabl. Communications Association, -Th. Ca•• for Cable-,
April 1995, p. 8. As of January 1995, 81% of UK cabl. subscribers also
subscrib.d to cabl. provided local t.l.phon. s.rvic.. KCl's oth.r affiant,
Dr. Corn.ll, claima that it will take -years to accomplish- (p. 24) what she
identifi.... the pr.r.qui.it•• for local comp.tition. She ignores the
experi.nc. in the UK wh.r. local competition for r •• idential customers has
become r.ality in a very bri.f period.

51 Rec.ntly, a UK cable company which provides tel.phony announced it
would go public and is valu.d at ov.r $700 million. (HI-I!maa, Kay 16, 1995)
Thus, BY's claim that the -road to wid.spr.ad comm.r~c.ss is lik.ly to
be long and litter.d with both for••••n and unfor••••n ob.tacl•• - (p. 50) has
already prov.n to b. incorr.ct. Th. DOJ stat.m.nt that BY quote consid.rs all
of the UK while cabl. franchis•• have not .v.n b••n allocated in all areas.
Ind••d, cabl. TV, while it increa••d by SOX in the UK la.t y.ar, still only is
available to about 20% of British households. Th. comparable number in the US
is about 96%. The much more relevant statistic is the numb.r of households
who choos. cable t.lephon. wh.n it is available in the UK. That p.rc.ntag. is
quite high, around 80X. (BY recognize this point in a diff.r.nt cont.xt, p.
62)
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refutes BW's incorrect conclusion that "premature interLATA relief has the

potential to stifle the development of new access alternatives ... " (p. 23)

British Telecom has never been precluded from providing long distance service

in the UK, yet new access alternatives are much more developed in the UK than

in the U.S. where the BOCs have been excluded from the long distance market.

However, even this amount of competition would not be enough for BW since they

claim that duopoly competition would not be sufficient to remove the MFJ (p.

52). BY, along with AT&T, clearly never expect to see the MFJ restrictions

removed although the "bottleneck" theory of the MFJ would disappear with cable

competition. 59

37. Both PCS access and cable have been demonstrated to be economically

competitive. Both will soon be available in the U.S. Numerous cable

companies have announced their entrance into local access markets and the PCS

auctions are currently ongoing. Would-be PCS providers have already bid over

$7 billion for broadband PCS licenses, an important economic indication that

they expect the technology to be competitive.

38. AT&T is the largest cellular provider in the U.S. after its recent

purchase of McCaw. AT&T/McCaw's cellular networks cover about 30% of the U.S.

population including many of the largest MS~, such as New York, Los Angeles,

San Francisco, Philadelphia, Dallas, and Houston. AT&T is also the largest

5. BV take the position that so long a. market power exists and is
regulated, the MFJ should stay in place. Note that the FCC has detemined
that AT&T baa -.rket power in Basket 1 service. for long di.tance, and FCC
price cap resulation clearly constrains AT&T price. as I demonstrated in my
first affidavit. (Hausman aff., "25-29) Thus, AT&T's involve.ent in
equip.ent manufacturing should draw the same censure from BV that they propose
for the BOCs. No amount of competition, apart from perfect co~etition,
seemingly will suffice for BV to agree that the KFJ re.trictions should be
removed. BV's speculation that the UK experience is not relevant to the US
(p. 58) i. contradicted by announcements that Time Yarner, the second largest
cable company in the US, i. constructing cable telephone service throughout
its cable service areas. ("Now, Ti.e Warner is a Phone Company", Bu.iness
~, Nov. 21, 1994). Another AT&T affiant, Mr. Sullivan, totally ignores the
UK experience when he discusses the alleged difficulties of cable and radio.
(pp. 12-15)
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manufacturer and provider of cellular network equipment in the U.S. 60 AT&T

could use its cellular spectrum to provide long distance access to residential

and small business customers. Furthermore, since the pes spectrum auctions

are currently ongoing, AT&T can buy sufficient additional spectrum to cover

the vast majority of the U.S. In the first set of (broadband) PCS auctions,

AT&T purchased spectrum in 21 markets, bidding a total of $1.7 billion. Thus,

the combination of McCaw's cellular spectrum and PCS spectrum will allow AT&T

to provide wireless long distanee aceess on an eeonomic basis.

39. Mercury, the second largest long distance company in the UK, is

currently providing such service. Its "One-2·One" service, which is free

during off peak hours. provides PCS service, which includes both mobile

service and access to the Mercury long distance network without depending on

the British Telecom network. While cellular is currently capacity constrained

in some large MSAs in the U.S., this capaeity constraint will be eliminated al

U.S. cellular carriers switch from their current vintage 1960's analog

transmission networks to modern digital transmission networks which are

already in use in the UK, Germany, Australia. Hong Kong and numerous other

locations. These digital networks offer an increase of capacity of 3-4 times

over current analog teehnology for TDMA or a 10-20 times increase for CDHA. 61

AT&T is a leader in both new technologies. For instance, take Lol Angeles.

With a 5 times inerease in capaeity over current analog technology, AT&T could

serviee ill of its residential and small business long distance eustomers in

the Los Angeles KSA with digital cellular teehnology, whieh has transmission

quality as lood as current landline technology.

40. However. to provide effective competition AT&T would not have to

serve all of its customerl. Since competition occurs on the margin, AT&T

would only have to prOVide combined cellular/lonl distance service to a

60 AT&T is among the three largest cellular network prOViders in the
world. (NATA, 1995 Telecommunications Market Review and Forecast, p. 143,
1995)

61 AirTouch has announced it will begin construction of its COMA
networks in mid-1995.



'---

27

significant fraction of its larger residential customers to provide

competitive discipline to possible anti-competitive actions. 6z A BOC could

not be certain which customers had the cellular option and thus, a BOC could

not selectively discriminate against customers without the cellular option.

Also, as was demonstrated in the Information Service Remand proceedings, a BOC

does not have the technical ability to discriminate selectively against data

transmission or terminating calls.'3 Thus, AT&T currently has the ability to

discipline a BOC through its cellular networks in the U.S. These cellular/PCS

necworks will be expanded rapidly with the additional PCS spectrum.'4 Thus,

AT&T has the "practical alternative" referred to by Prof. Baumol. AT&T can

use this practical alternative to defeat an attempted BOC anti-competitive

action against its long distance customers.

I! . PRO· COMPETITIVE EFFECTS FROM BOC ENTRY INTO INIERLATA MARKETS

41. Profs. Hubbard and Lehr claim that the BOCs are not the only firms

capable of successful competitive entry into long distance services since they

are not unique in their expertis•. (pp. 41-42) As I explained above,

competitive entry causing AT&T to price competitively has not occurred.

Instead FCC regulation has set AT&T's prices with MC! and Sprint content to

'2 According to economic estimates! have made, AT&T can provide fxIA
cellular handsets to the 1/3 of its custom.rs with the highest calling~umes
to make off p.ak long distance calls and b.nefit .conomically from not haVing
to pay carrier aCCe.S fe•• to the BOCs.

63 Prof•. B.rnh.im and Yillig claim that terminating access alone ~ives
a BOC the abl11ey to leverage mar~et power into adjacent markets. (p. 15)
This statement is clearly wrong since about 901 of all cellular calls
terminate on a BOC landline network, but no intervenor ha. claim.d her. that a
BOC discriminate. against a non-BOC (e. g. McCaw) cellular companr' Thus, the
hypothetical networi externality .xample of BY (pp. l6ff.) has a ready been
proven wrong by the experience in cellular telephone. Prof. Hall's statement
that cellular syste.. use LEC facilities to connect to long-distance carriers
(p. 11) is generally correct for B~C cellular catx1Axa. However, as I
demonstrated in my affidavits in ~e generic cel~proceeding, non-BOC
cellular companies typically used non-switched facilities which are very often
not BOC provided. (Hausman aff., Aug. 31, 1994, p. 13, , 25)

64 Digital cellular and PCS USe very similar technology and provide
virtually identical services.


